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MEDICARE MODERNIZATION: EXAMINING THE
FEDERAL EMPLOYEES HEALTH BENEFIT
PROGRAM AS A MODEL FOR SENIORS

WEDNESDAY, MARCH 20, 2002

HOUSE OF REPRESENTATIVES,
COMMITTEE ON ENERGY AND COMMERCE,
SUBCOMMITTEE ON HEALTH,
Washington, DC.

The subcommittee met, pursuant to notice, at 10 a.m., in room
2322, Rayburn House Office Building, Hon. Michael Bilirakis
(chairman) presiding.

Members present: Representatives Bilirakis, Deal, Burr,
Whitfield, Ganske, Norwood, Bryant, Buyer, Brown, Waxman,
Strickland, Barrett, Capps, Pallone, Wynn, and Green.

Staff present: Patrick Morrisey, majority counsel; Steve Tilton,
health policy coordinator; Chuck Clapton, majority counsel; Euge-
nia Edwards, legislative clerk; Amy Hall, minority professional
staff; Bridgett Taylor, minority professional staff; Karen Folk, mi-
nority professional staff; and Nicole Kenner, minority research as-
sistant.

Mr. BILIRAKIS. The hearing will come to order. The Chair apolo-
gizes to the panelists, as well as to the people in the audience.
Frankly, we could not get on an elevator that had room for us.

As per usual, and as per the rules, the Chair will recognize him-
self and the ranking member for 5 minutes, and all others for 3
minutes for an opening statement. I would like to welcome all of
our distinguished witnesses.

You all provide such valuable insight as we tackle these
daunting issues, and I anxiously await your testimony, but I would
particularly like to welcome Steve deMontmollin and Bobby Jindal.

As many of you may know, Bobby, Mr. Jindal, was the former
executive director for the Bipartisan Medicare Commission on
which I served as a member.

Mr. Jindal then took his expertise to Louisiana, and is now back
helping the Nation as the Assistant Secretary for Planning and
Evaluation at the Department of Health and Human Services.

It is a pleasure to see you again and I look forward to working
with you as we continue to tackle this continuing problem of mod-
ernizing Medicare.

Steve serves as the Vice President and General Counsel for
AvMed, the largest not for profit health plan in Florida, and he is
also a fellow Gator as I understand.
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I am pleased to say that AvMed has been providing quality serv-
ices to many people in my home State of Florida, and many other
States since 1973. It is always a pleasure to welcome someone from
my home State before the subcommittee.

Unfortunately, I understand that AvMed pulled its Medi-
care+Choice plan out of my Congressional district. I am hopeful
that you will be able to speak in your opening statement as to why
AvMed was forced into making that decision.

And I look forward to hearing about what I can do to encourage
AvMed to come back to the district. I know that close to fifteen
hundred Medicare beneficiaries were enrolled with AvMed, and I
am sure that they would love to renew their service if you are will-
ing return to the area.

This is very important to me. I want to make sure that if we are
going to help beneficiaries maintain access to choices, then we fix
the problems in such a way that at a minimum, it ensures that
plans will stay in Medicare+Choice and hopefully return to the pro-
gram.

Since first coming to Congress, I have pledged that I would not
jeopardize the future of Medicare. The hearing today will afford us
the opportunity to hear from experts in how we might design a pro-
posal to mirror the structure of the Federal Employees Health Ben-
efits Program, FEHBP.

As many of you know, FEHBP provides many of us with our
health coverage, and works very well as a national employer of-
fered plan. I believe that there are many lessons that we can learn
from this program that could, and should, be considered as we
move forward with a Medicare modernization package.

Modernizing the Medicare program and its benefit package to in-
clude prescription drugs, in an appropriate fashion, is certainly
most critical. It is no great secret that the Medicare program is in
dire straits. The financial health of the program is in extreme jeop-
ardy, the benefit package is woefully inadequate, and the payment
structures and systems are inefficient and inappropriate.

We must work quickly and expeditiously together to develop leg-
islation that improves the benefit package, but also does not bank-
rupt the country and risk the underlying benefits in the process.

Structural reform of Medicare is central to the broader debate of
protecting and strengthening the program for the future. Many ex-
perts agree that if Medicare was being designed today, the two-part
system that drives this payment policy would probably not be
adopted.

At the same time, it may be difficult for us to dramatically alter
this program in the short term. However, it is crucial that our leg-
islation be designed to move us closer to a more modernized Medi-
care program.

So I would like to think that we are all committed to protecting
the long term solvency of the Medicare program, and we all look
forward to a productive hearing today, which will shed light on
some of the fundamental issues in this debate.

The financial viability of this crucial program and the cost shar-
ing liability of Medicare beneficiaries are some of the key issues
that we must address as we move forward. This subcommittee has
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a strong record of working on a bipartisan basis, and we must con-
tinue to work together to find a bipartisan solution.

This hearing will help bring us closer to accomplishing that goal
as we evaluate the challenging issues inherent in any Medicare re-
form proposal. So again, in closing, I want to thank our witnesses
for their time and effort in joining us, and I now recognize the
ranking member, Mr. Brown.

Mr. BROWN. Thank you, Mr. Chairman. I just want to thank
Marilyn Moon for joining us and for Max Richtman for joining us
also. I appreciate the chairman’s sincerity, and I know from work-
ing with him closely over the years that his personal interest in the
welfare of Medicare beneficiaries.

But I am concerned that our first hearing on Medicare reform fo-
cuses on privatizing this program that has served Americans well
for 36 plus years. Our first responsibility is to add a prescription
drug benefit to Medicare.

It is not right to condition our willingness to complete the Medi-
care benefits package on seniors’ willingness to give up reliable,
stable health benefits delivered through Medicare.

The administration has made it clear that it feels differently.
Let’s face it. The big winner in Medicare privatization, or the big
winners, are Medicare HMOs and not Medicare beneficiaries.

The President’s budget neglects the resource needs of every
Medicare provider, and just listen to people at home, the resource
needs of every Medicare provider except +Choice plans.

The administration says that this is because for some seniors
Medicare+Choice is a means of accessing supplemental benefits
like drug coverage. What about the other 84 percent of seniors?

Why most seniors accept private coverage to receive appropriate
health benefits. I am interested in hearing what our five witnesses
have to say about privatization of Medicare.

But I won’t be a party to the notion that privatization of pre-
scription drug coverage must be linked, or to the inference that the
financial stability of HMOs is more important than the stability of
38 million Medicare beneficiaries.

The idea of turning Medicare into a voucher program has been
kicking around Congress for several years. I understand why pro-
ponents of this approach would want to couch the issue as a choice
between Medicare and FEHBP as if the voucher approach means
giving seniors the added benefits available under that program,
namely prescription drug coverage, lower cost sharing, with no
strings attached.

It is far more politically palatable than coming out and saying
the Federal Government is considering whether to transform Medi-
care from a defined benefit program into a defined contribution
program, and people know what that means.

President Bush has certainly embraced the FEHBP rhetoric. He
says that he wants to give seniors better options, like those avail-
able in FEHBP. The President has also said that he wants to help
seniors pay for prescription drugs if they agree to enroll in an
HMO and purchase stand alone prescription drug coverage.

The President for sure has every right to push his privatization
agenda, but not by co-oping on an issue as emotional and impor-
tant as prescription drug coverage. The President should not go un-
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challenged when he mischaracterizes Medicare as a failed program
so that he can justify his goal of privatizing it.

Whether it is Medicare privatization or social security privatiza-
tion, it is disingenuous of this administration to portray privatiza-
tion as in some way better for the people who depend on these pro-
grams.

The retirement safety net was not put in place because liberals
wanted to make the Federal Government bigger. It should not be
dismantled because conservatives want to make the Federal Gov-
ernment smaller.

The safety net was put in place because the private sector simply
could not make a profit offering health insurance to seniors, and
so they did not do it. And it was put in place because the Nation
believes that Americans who helped build this Nation’s unrivaled
prosperity through their working years should not face financial
uncertainty and hardship when they retire.

Pooling our resources into public programs was and is the best
way to provide consistent, equitable, reliable income and health
care benefits to our seniors. The stock market and the HMO indus-
try may be good at many things, but alleviating uncertainty is not
one of them.

And now the future of Medicare is on the line, and the President
says that seniors deserve better options than Medicare, and that’s
why he favors privatization. A private plan superior to Medicare,
would seniors be better off with a voucher that helps pay for cov-
erage on an HMO?

Medicare is more reliable than private health plans. Medicare of-
fers more choice, and offers more choice in spite of the word choice
being thrown around at every opportunity. Medicare offers more
choice than private health plans and operates more efficiently than
private health plans.

It is more popular than private health plans according to a sur-
vey conducted by the nonpartisan Commonwealth Fund and Medi-
care far outranks private insurance as a trusted source of health
coverage.

But the administration insists that it wants to give seniors more
choice and better options than Medicare. Is it better to have your
choice of HMOs than to have coverage that you can count on every
day, every week, every month, every year?

The Medicare program covers medically necessary care and serv-
ices and that beneficiaries can see the health care professional they
choose, and go to the health facility they choose.

Those are the choices that matter in health care. It is a single
plan and it treats all beneficiaries equally and provides maximum
choice and access for patients and doctors. Contrast that with
Medicare vouchers.

Instead of being guaranteed access to needed health care serv-
ices, seniors would be guaranteed access to a partial voucher for
private health insurance. Proponents say that this program creates
choice by enabling seniors to choose the health plan that best
meets their needs.

But what exactly would distinguish one plan from another? Real-
istically, the key differences would have to relate to the generosity
and restrictiveness of the benefits, and whether you can see a doc-
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tor that you can trust, whichever one is assigned to you, or wheth-
er you can get the medicine your doctor prescribes, or the cheapest
one on the formulary list.

It appears that choice is actually a code for wealth. Higher in-
come seniors can afford to supplement the voucher and buy a de-
cent plan. Lower income enrollees would be relegated to restrictive
alternatives. Some choice.

Again, Medicare is a single plan, Mr. Chairman, that treats all
beneficiaries equally, provides maximum choice and access for pa-
tients.

Mr. BILIRAKIS. Please finish up.

Mr. BROWN. I will do that, Mr. Chairman. I apologize. If the ad-
ministration truly wanted to give seniors something better, there
would be sufficient dollars, $700 billion or so, in the budget to add
a meaningful prescription drug benefit to Medicare.

Instead, we get a tax cut with benefits overwhelmingly to the
most privileged in our society, with only a few dollars left for pre-
scription drugs for our constituents.

Thank you, Mr. Chairman.

Mr. BILIRAKIS. Mr. Deal for an opening statement.

Mr. DEAL. Mr. Chairman, I will pass.

Mr. BILIRAKIS. Mr. Burr for an opening statement.

Mr. BURR. Thank you, Mr. Chairman. I would be happy to yield
to Mr. Norwood if he would like it.

Mr. NorwoOD. No, go ahead.

Mr. BURR. Mr. Chairman, I will be very brief. I think Mr. Brown
did an excellent job of summarizing where we have been and how
we got there. Let me take this opportunity to welcome all of our
panelists today, and suggest that a lot of time a lot of bipartisan
effort has gone into understanding that there is a need to change
some things in Medicare.

It is time to have a debate on what the scope of coverage should
be, and should that include prescription drugs. Should we offer dif-
ferent choices to seniors on how they access their care. Can we
offer a more quality way to provide that care.

To take anything off the table is to suggest that they are satis-
fied with what they get today. In many cases that is not the case.
We have got a lot of things in health care that are broken, and the
time to modernize Medicare is now.

Every year that we wait and we make it a partisan issue, we lose
options. We lose options that affect the quality of care and affect
the costs to the taxpayers.

Now, my hope this year is that we can pass a prescription drug
bill into law, and not just through the house, and see it die by Sen-
ate leadership, choosing to use it as a political issue in the Novem-
ber elections, versus as a policy issue for the seniors that deserve
it.

I am not sure that we can accomplish that. But if we can, we
should take every opportunity to put Medicare reforms where they
are appropriate, and where we can find agreement, and where they
save us money, and where they increase the quality of care for sen-
iors.

We should take that opportunity to do it now, and at the end of
the day, we are responsible to make sure that the program that is
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provided under this insurance—and I call it an insurance-based
product because people pay into it.

They pay their entire lives to make sure that this coverage is
provided for them, and the only way we fail is if we don’t structure
it in a way that it provides the greatest benefit for the money that
is available. I again want to thank our witnesses, and I yield back.

Mr. BILIRAKIS. Mr. Waxman, you are recognized for 5 minutes.

Mr. WaxMAN. Thank you very much, Mr. Chairman, and I am
pleased to welcome the panelists today to talk to us about this
issue which I gather is titled, “Looking at the Federal Employees
Health Benefit Plan,” and seeing whether that is a good model for
Medicare.

Well, I have to tell you that I think that the FEHBP is a good
model in one particular respect, and that is that prescription drugs
are covered under the employee plans that we have available to us,
but prescription drugs are not now available to Medicare bene-
ficiaries.

If we decide, as I think the overwhelming consensus of the Amer-
ican people, and of all the politicians that ran for office in this last
election, if we decide to follow that consensus and cover prescrip-
tion drugs under Medicare, and make it as generous as the em-
ployee benefit plan, we are looking at an expenditure of $750 bil-
lion over the next 10 years.

I think we ought to commit ourselves to passing a meaningful
prescription drug benefit plan as part of Medicare. It ought to be
a service the way doctor bills, hospital bills, and other medical
services are now covered under Medicare.

And we ought to recognize that it is going to cost money to do
it. As to the rest of the Federal health benefit plans being a model,
well, I don’t think the people under Medicare are unhappy with
Medicare.

In fact, most of them like the way that the Medicare program
works. It has been a Godsend to them that they are not wiped out
by high medical bills. I don’t think they are looking for more
choices and a wider array of plans that will be very hard for them
to comprehend whether they want to take on more costs to them-
selves, and less benefits, and looking at alternatives that might
vary the premium from one part of the country to another.

As Sherrod Brown indicated, what people on Medicare want is a
choice of doctors, and choice of medical professionals, and not hope-
fully to rely on a fixed panel to provide their benefits to them.

We ought to recognize something else about FEHBP. These plans
frequently limit providers and they don’t exceed any more than
Medicare in containing costs. If we are going to reduce Federal ex-
penditures by shifting costs to the beneficiaries, this is not a rea-
sonable solution.

And if we are going to cover eventually nearly twice as many
people, it only stands to reason that we are going to need to make
a very significant increase in our commitment of resources to the
Medicare program. We owe our seniors no less, and I yield back the
balance of my time.

[The prepared statement of Hon. Henry A. Waxman follows:]
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PREPARED STATEMENT OF HON. HENRY A. WAXMAN, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF CALIFORNIA

Mr. Chairman, once again we find ourselves at a hearing discussing how to make
fundamental changes in the Medicare program. I find a certain irony in this since
Medicare has long been, and remains, one of the most popular and widely supported
of our public programs, ranking with Social Security.

And this is no accident, for this Mediare has been a crucial support for seniors
and disabled people in this country. It is indeed, vital to their economic security and
their peace of mind, to know that their health care expenses will be covered.

Of course, Medicare isn’t perfect. It has one glaring deficiency that is at the top
of seniors’ list of what needs to be “modernized” in the program: it needs a good,
affordable, comprehensive prescription drug benefit. It is that change that we owe
it to all our Medicare beneficiaries to immediately pursue.

Today we are looking specifically at the Federal Employees’ Health Benefits Pro-
gram (FEHBP) as a model for changes in Medicare. Again, as I look at that pro-
gram, I see an obvious model for what we need to do in Medicare: add prescription
drug coverage.

And let’s be clear: that is not adding coverage on the cheap.

All estimates are that to add to Medicare prescription drug coverage equivalent
to what Federal employees and members of Congress have, will take a commitment
of somewhere in the neighborhood of $750 billion over the next ten years.

I firmly believe this is a commitment we should make, and we should do it now.
Waiting isn’t going to make it any easier or any cheaper.

Once we adopt that improvement, we will have responded to the “reform” in Medi-
care that the beneficiaries want.

But there are other things they want, and one of them is that we do not under-
mine the current strengths of the program.

Beneficiaries want to maintain their choice of provider, they like having a defined
benefit plan so that they know what benefits are covered, they like to know that
their premium will be the same no matter where in this nation they live.

The rhetoric that we will hear today about what the FEHBP program can offer
is choice: why shouldn’t seniors have the choices that Federal employees have, we
are asked.

Well, the choice people want is not to face a bewildering array of plans, all with
different benefits, participating providers, cost sharing and coverage. They want to
be unrestricted in their choice of their doctor. They want to be able to go to the hos-
pital their doctor recommends. And yes, they want the drugs their doctor prescribes.

FEHBP plans frequently limit providers. To go to the doctor of your choice, you
have to pay more out of pocket. I don’t believe this is a choice our Medicare bene-
ficiaries are calling out for.

Finally, of course we all know that we have to deal with the issue of the baby
boomer generation going on Medicare. It means that Medicare will have to cover
many millions more seniors.

But when we deal with that problem, let’s remember a few things:

—FEHBP has been no more successful at containing costs than Medicare has;

—reducing Federal expenditures by shifting costs to the beneficiaries is not a rea-
sonable solution; and

—if we are going to cover eventually nearly twice as many people, it only stands
to reason that we are going to need to make a very significant increase in our
commitment of resources to the Medicare program.

We owe no less to our seniors.

Thank you.

Mr. NorRwoOOD [presiding]. Thank you, Mr. Waxman, and I now
recognize myself for 15 minutes. Just kidding. This is a very appro-
priate hearing for us to be holding today, and I look forward to the
witnesses testimony and thank all of them for being here.

Hearings are a time in which members can learn and study, and
try to make some decisions, and we are certainly at a time in the
life of Medicare that we need to be learning, and listening, and
thinking out of the box.

I am deeply concerned about the future of Medicare.
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I believe we are approaching a point with Medicare where a sen-
ior’s access to care, and indeed even the quality of care, is in jeop-
ardy.

And perhaps it is because of the way that Medicare is structured,
and perhaps there is another better way to structure it. Certainly
the Medicare model makes sense or made sense when it was cre-
ated 37 years ago.

It was a fee for service model, and a patient sees a doctor, and
the doctor sends Medicare a bill, and the Medicare pays the doctor,
and that is how the coverage worked 37 years ago.

But I think we are learning all too well that is a very expensive
model that consistently leads us to difficult choices.

When we need to balance a budget, we have to either increase
payroll taxes, or increase the premiums paid by seniors, or reduce
the services, or reduce payments to providers.

Lately, it seems that reducing payment to providers seems to be
our only answer. It is the problem that we face today, and it is only
going to get worse in my opinion in the future.

I am not convinced that Medicare can be sustained if we don’t
look at new ways to provide seniors health care coverage other
than the original model, and I think we are obligated to think
about that, and look, and study other ways.

Mr. Chairman, ever since the Medicare Commission report sev-
eral years ago, we have been examining FEHBP as a model for
Medicare, and I think it is a very appropriate model for at least
for us to consider, and seniors think that, too, at least in my dis-
trict.

Providing seniors with a range of choices and allowing private
coverage to compete can provide improved coverage for seniors, and
I am also very interested in learning more about what this type of
structure could do for Medicare’s long term financial solvency.

It is important for us to consider alternatives as we examine the
future of Medicaid, and not have our mind made up before we even
consider it. As we have seen with physician payments, it is becom-
ing more and more difficult for us to sustain Medicare’s 37 year
model without affecting access or services.

I hope that se can engage in a serious conversation about mod-
ernizing Medicare. It is not in the interest of seniors for us to bury
our heads in the sand and to act as though everything is just fine
with Medicare. It is not, and it is not getting any better.

I do again thank the witnesses for joining us today, and look very
forward to hearing their testimony, and I would yield back the bal-
ance of my time.

Mr. Pallone, you are now recognized.

Mr. PALLONE. Thank you, Mr. Chairman. I just wanted to—I am
obviously in favor of modernizing Medicare as well, but what I am
concerned about here is that I think what the Republicans are talk-
ing about today when they mentioned the Federal Employees
Health Benefits Program as a model is that they are trying to
squeeze more money if you will out of Medicare.

And the problem is that we have to shore up Medicare. We can’t
keep taking away, and we need to shore up and not take away
from Medicare for other health-related health care expenses.
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When we talk about modernization, the biggest issue as has been
mentioned by my Democratic colleagues is to provide a prescription
drug benefit, and in order to do that, we need to spend more
money.

I mean, if we want to have a decent prescription drug benefit,
we will probably need as was mentioned by Sherrod about $750 bil-
lion over a 10 year period. And my main concern is that what the
Republicans want to do in the name of reform or change in Medi-
care is to move to a voucher system, and that this is all budget
driven.

The Federal Government would in effect provide a set amount or
voucher toward Medicare, and in effect to save money. Seniors
would then take the voucher and try to find a plan to cover them,
and seniors who want traditional fee for service Medicare would
have to pay more out of pocket.

And the poorer ones would end up choosing a cheaper option, like
an HMO. And the effect I think it to kill traditional Medicare for
most seniors and force them into an HMO that provides less and
less coverage.

And as the budget continues to have budgetary problems because
we are spending money elsewhere, what the Republicans would do
is to freeze the voucher amount to save money, and seniors would
get less benefits and poor quality care, and what they are doing
here again is to kill the traditional Medicare.

There would no longer be any guaranteed benefit package, and
the benefits would vary from region to region, and based on your
ability to pay. And it would undermine the idea of Medicare being
a social insurance program for anyone.

In addition the Republicans are essentially privatizing Medicare.
Their private health plans that have abandoned hundreds of thou-
sands of seniors, like Medicare+Choice plans, and in the last 2
years over 100 plans dropped out of Medicare+Choice altogether.

And an additional greater than a hundred plans reduced their
service areas, and many other plans increased premiums and re-
duced benefits. Why should we assume that this privatization is
going to help in any way in trying to make Medicare better.

Compared to private health insurance plans, Medicare has done
a much better job of controlling per person health care costs, and
therefore there is no reason to turn Medicare over to the private
sector.

That has been shown over the last 30 years that per person pri-
vate health insurance costs have increased faster than Medicare.
Therefore, for protecting Medicare solvency, that should not depend
on private health plans.

And, last, Mr. Chairman, the Federal Employees Health Benefit
Program as a model for restructuring Medicare doesn’t work, be-
cause the FEHBP system has not moderated costs better than
Medicare.

It serves a much smaller population that is younger, healthier,
wealthier, and more attracted to private insurance. And most im-
portantly, the number of HMOs offering health coverage to Federal
employees and retirees declined by almost half between 1996 and
now.
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I am not trying to be cynical, but I really believe that the Repub-
lican effort here is to save money and to privatize, and in the long
run it is going to mean less access and less quality care for seniors.
Thank you, Mr. Chairman.

Mr. NOorRwOOD. Thank you, Mr. Pallone.

Mr. Buyer, you are recognized for 3 minutes.

Mr. BUYER. I want to thank the witnesses for coming. I suppose
if the accusation is that the Republicans want to bring efficiency
to a system, and bring business plans and practices to government,
guilty.

I think that is a good idea, and if I come from a dimension that
the government is best, and if I have a social mind and think that
government can always deliver things for people and be the big
brother, then I suppose that the private sector really is a bad idea.

I can assure the panel of this. Myself and my comrades didn’t
leave freedom in their footsteps so that the liberals in Congress
could turn me into a socialist later days of my life.

That is a very strong comment, but it is a song that I have heard
for 10 years here in Washington, DC, that Republicans are going
to cut Medicare and let it whither on the vine, or jump into
“Mediscare” or something else about Social Security.

You can always tell when it is an election year in Washington,
DC, because the same song and rhetoric comes out. And I can
share this with the panel. I have worked in the VA system for 10
years, and I have worked with the Military Health Delivery Sys-
tem.

And you know what? It is a good thing when you look for effi-
ciencies in a system, and to look at the private sector to see what
are you doing that’s right, and what are you doing that’s wrong.

Let’s do an examination of our own systems here and what we
can do to improve, and when we put together with the Senate the
Tricare for Life—we looked at the FEHBP, and there were some
here in Congress that were saying that is what we should do with
the military over 65 retiree.

I think it was wise and it was prudent for us to examine other
health systems, and Mr. Pallone is correct when he said that the
difficult challenge that we have here is about the patient.

FEHBP or the military health systems, it is a different kind of
patient load, and we recognize that but we also have to recognize
when Democrats use the word modernization, and Republicans use
the word modernization, it means two completely different things.

Or if the Republicans use the word incremental improvements to
health care, and Democrats use the word incremental improve-
ments to health care, it means two completely different things.

They want incremental improvements to health care to move us
to a universal health system, and we want improvements to health
that improves upon the quasi-private health system that we have
in our country.

And I think it is a good thing that we are going to elicit from
you today, and good us ideas on how we can improve Medicare.
One thing is true about this so-called modernization of Medicare,
is that I am going to agree with the Acting Chairman here for a
moment.
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We have a tremendous opportunity, and if we don’t make struc-
tural changes to Medicare—and you don’t improve Medicare by just
saying that we are going to add an out-patient prescription drug
cost.

If we don’t make structural changes to improve Medicare, we are
going to be in deep trouble with regard to the budget. It is 12 per-
cent of the budget today, and baby boomers only getting older.

And if we just want to shove this thing off to a later day, then
shame on us and Congress today, because all of us will have abro-
gated our responsibility to the American people. I yield back.

Mr. NORWOOD. Mr. Buyer, the chairman noted that you agreed
for the moment, and I am grateful for that.

Mrs. Capps, you are now recognized for 3 minutes.

Ms. CApps. Thank you, Mr. Chairman. As was just noted, this
committee is going to be charged with an awesome responsibility
this year of deciding the direction of Medicare for the next 50
years.

We will have many critical choices to make, and as we do, I want
to make sure that the goal of a prescription drug benefit that sen-
iors can count on is our first priority, in terms of Medicare, and
other agendas of the program are relegated to a lesser status, and
especially if they obscure this goal.

But I hope that we will also find innovative ways to extend the
life and efficacy of Medicare. For 78 million baby boomers ap-
proaching retirement age, long term solvency is also a part of the
issue.

Seniors have been promised that Medicare will be there for them,
and tomorrow’s seniors as well, and we cannot make mistakes now
that could jeopardize that. Today’s hearing will allow us to examine
how the FEHBP model could strengthen or weaken the current
Medicare system.

Many have proposed moving toward a premium support system
based on this Federal health plan. It is an interesting proposal and
I am glad that we can consider it today. But I am concerned about
its reliance on private insurance plans and the impact that it could
have on seniors’ expenses.

Medicare has experimented with private health plans to improve
coverage already, and most recently, and this has been mentioned
already, in the Medicare+Choice Program. We have contracted with
HMOs to provide expanded care to our seniors, but these experi-
ments have produced mixed results.

Initially, many seniors were given the promised benefits, espe-
cially for prescription drug coverage. But the HMOs have found it
difficult to sustain their businesses. Seniors are a high risk pool for
insured, and the resources that Medicare has been able to apply
have not met the request of the HMOs.

This is happening in my district. They have cut—HMOs have cut
their benefits, and increased their cost sharing, and actually pulled
out of areas entirely. Many of my constituents simply have no pri-
vate provider option available to them.

HMOs and insurance companies are businesses. They need to
maintain a profit margin. But insurance for the Medicare popu-
lation is not kind to these profit margins. Insurance businesses
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often can only sustain themselves by reducing benefits, or increas-
ing the amount a senior has to pay.

If we share Medicare toward the FEHBP model, we have to be
sure that seniors will not see how premiums, co-payments, and
deductibles for fewer benefits. We have to remember that seniors
are on a fixed income, and cannot the cost sharing that a Federal
employee can.

So I am very interested in listening to our witnesses today.
Thank you for being here, and I look forward to working with you,
Mr. Chairman, to see that our seniors get the best health care pos-
sible. Thank you, and I yield back the balance of my time.

Mr. NorRwOOD. Thank you very much, Ms. Capps.

Dr. Ganske, you are now recognized.

Mr. GANSKE. Thank you, Mr. Chairman. I think the main reason
that Medicare HMOs have enrollees is that they offer a prescrip-
tion drug benefit.

I also want to thank the panel for being here today. Mr. Butler,
I know that you have talked a lot about medical savings accounts,
of which I have been a strong proponent.

I would love nothing more than to expand this program and then
add a proviso that you could roll that over tax free into a long term
care plan. I think that would be really important.

I also think we can learn a lot from FEHBP. It has worked pret-
ty well for Federal employees, and there are some lessons we will
hear about today.

Yet, I represent a large rural State, a State filled with small
towns, and I have a responsibility to represent my State, as well
as the Nation, and I will tell you that we have few if any
Medicare+Choice plans available in Iowa, because we have a sig-
nificant problem with what is called the average annual per capita
cost. This is a problem that I have worked on.

We have had some contention on this because there is such a
large gap between certain States with low payment levels, and
those with higher payments in wurban areas and the
Medicare+Choice plans offer prescription drug benefits that we do
not have available in Iowa.

Right now, as was pointed out on the front page of the New York
Times this Sunday, and which I warned about recently at a hear-
ing, they are facing I think an impending crisis on access to care
because of low payments in the fee-for-service area related to hos-
pital and physician payments in States like Iowa, where I am told
physicians simply cannot take any more new Medicare patients
into their practices.

So we have to fix that, and I think we have to recognize that we
have an increasingly elderly population that will require health
care and there will be associated costs. So, Mr. Chairman, I am
gratified and happy that we are having this hearing today.

Finally, I would just say this. I do not want to see us end up with
a system where all of our eggs are in one basket. I think there is
some benefit for risk reduction, in terms of diversification.

Our committee is holding a lot of hearings on Enron. A lot of peo-
ple lost most of their life savings or their pensions because they
had all of their investment eggs in one basket.
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There is a certain benefit to having some diversity in our medical
health care delivery system, because I think we can learn from dif-
ferent approaches. So with that, Mr. Chairman, I will yield back.

Mr. NorwoOD. Thank you, Dr. Ganske.

[Additional statements submitted for the record follow:]

PREPARED STATEMENT OF HON. ROBERT L. EHRLICH, JR., A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MARYLAND

Mr. Chairman, thank you for holding this important hearing on the Federal Em-
ployees Health Benefit Program (FEHBP) and the lessons we may learn from it to
improve Medicare.

As members of Congress and members of this Subcommittee, in particular, each
of us is faced daily with potential improvements to the Medicare system. There are
a myriad of bills before the 107th Congress to improve Medicare for our nation’s 40
million seniors. For instance, I am a cosponsor of legislation to allow Medicare to
cover: Lab Diagnostic Tests (H.R. 1798), Breast Cancer Procedures (H.R. 536), Self-
injected Biologicals (H.R. 1089), enhanced Breast Cancer Screening (H.R. 1328),
Oral Anticancer Drugs (H.R. 1624), greater coverage for End-Stage Renal Disease
(H.R. 2220), and increased coverage for Mental Health services (H.R. 599).

Mr. Chairman, these handful of improvements are just a small sample of the bills
currently before Congress designed to keep Medicare updated with cutting-edge
modern medicine to provide high quality care for our nation’s seniors. We all recog-
nize that Medicare needs constant attention and improvement. Accordingly, we now
have an approach in Congress to try to improve it piece-meal, bill by bill, making
a political battle out of each new health service Medicare could or should provide
to our seniors. Moving to a more competitive, private model like FEHBP may deliver
more services at better costs to the government and seniors.

I am pleased that we have this opportunity to discuss how the Federal Employee
Health Benefits Program (FEHBP) works. FEHBP is employer-sponsored health
care coverage that offers employees a wide range of fee-for-service, point of service,
and managed care products. While beneficiaries have a host of plans from which to
choose, the federal government pays up to 75% of a total plan’s premium.

Our colleagues in the Senate, Senators John Breaux (D-LA) and Senator Bill Frist
(R-TN) have introduced legislation to encourage more competition within Medicare
to improve services. Legislation commonly referred to as “Breaux-Frist I” would
allow the government plan to be competitive with private plans to contain costs and
expand benefits for seniors. “Breaux-Frist II” encourages competition among private
plans only. Seniors would have the ability to choose between private plans or the
government plan.

Mr. Chairman, as we explore these difficult issues to reform Medicare, I appre-
ciate this forum to learn more about the FEHBP, our experience with
Medicare+Choice, and lessons we have learned from them both to improve the
health care seniors deserve.

Thank you, Mr. Chairman.

PREPARED STATEMENT OF HON. W.J. “BILLY” TAUZIN, CHAIRMAN, COMMITTEE ON
ENERGY AND COMMERCE

Thank you, Mr. Chairman for holding this very important hearing. Before I begin,
however, I want to recognize my good friend from the State of Louisiana—one of
our witnesses here today—Bobby Jindal. Bobby, as many of you know, is the Assist-
ant Secretary for Planning and Evaluation at the Department of Health and Human
Services under Secretary Tommy Thompson. Possessing a wealth of experience on
Medicare and Medicaid i1ssues, he has really been a friend to this Committee. There
aredfelw people more qualified to testify about Medicare Modernization than Bobby
Jindal.

Today, we are once again looking at ways that we can improve the existing Medi-
care Program and place it on a sound financial footing. Sad to say, but Medicare
is going broke. And unless we come to terms with this fact quickly, we will not be
able to uphold our promise to the next generation of seniors.

I would like to mention a couple of numbers that may startle you. And hopefully,
convince everyone in this room that they need to join the fight and get serious about
modernizing Medicare. This may be one of the single most important issues Con-
gress votes on this year.
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Currently, Medicare, Medicaid and Social Security comprise about 55 percent of
the total federal budget—55 percent. By the year 2012—and that’s not that far
away—the total of these entitlement programs will rise to 69 percent of the federal
budget. And if we fast forward to the year 2030—entitlement spending will grow
to over 80 percent of the federal budget. That’s over 80 percent. 30 percent of the
budget alone will be spent on Medicare and that’s before you even factor a prescrip-
tion drug bill into the mix.

Obviously, we can’t sustain this level of spending. With an estimated 77 million
people expected to be enrolled in Medicare by 2030, it’s pretty clear we are rapidly
moving toward a financial crisis, unless we take some pretty dramatic steps.

So what are those steps? What type of reforms can we act on to ensure that Medi-
care will be around for our children?

One of the reforms that has been suggested by quite a few smart people, including
our friend Bobby Jindal, when he was the Executive Director of the Bipartisan
Medicare Commission, is moving to an FEHBP model of delivering health care bene-
fits to seniors. This reform, if implemented properly, has the potential to save a
modest amount of money over time, but also provide beneficiaries with a wide range
of benefit choices, including managed care options, point of service options and fee-
for-service.

Members of Congress have excellent health care benefits and participate in a sys-
tem that improves automatically over time. Why shouldn’t our Nation’s seniors?
Why should our seniors have to wait for an act of Congress before adding an innova-
tive new benefit to the Medicare Program? Under an FEHBP model, seniors
wouldn’t have to.

I'm not going to tell you today that FEHBP is perfect and that we should replicate
every part of that Program. But FEHBP works. And there are many lessons we can
learn from it. For example, FEHBP reimburses a plan after it submits a bid and
negotiates a contract with the Office of Personnel Management (OPM). Why can’t
Medicare function the same way? Shouldn’t Medicare plans be required to assume
some of the financial risk of providing health care to seniors? FEHBP plans do.

Under FEHBP, plans compete against each other and have financial incentives
to offer high-quality, low-cost products for enrollees. Why can’t Medicare operate in
this manner? Also, isn’t it about time that government plans compete against pri-
vate plans on a level playing field? Why should the government plan receive an un-
fair advantage and receive higher federal subsidies than a private plan? We have
seen the disastrous results of that policy in today’s Medicare+Choice system where
private plans are often receiving 2 percent annual payment increases compared to
fee-for-service increases of 5.5%. Private plans end up being under reimbursed in
such a system and the health care marketplace becomes distorted. Is it any wonder
that private plans will withdraw from a market if you underpay them vis-a-vis fee-
for-service?

Obviously, there are many different ways that we can replicate the FEHBP sys-
tem. Senators Frist and Breaux have introduced two different pieces of legislation
with varying levels of competition. We should look at both of those bills and exam-
ine whether the ideas behind Breaux/Frist I or Breaux/Frist II should be incor-
porated into the Medicare legislation we move through this Committee. Senators
Breaux and Frist have done a great deal of work on this issue. It would behoove
our Subcommittee to build upon that work and produce a product that can help turn
the direction of the Medicare Program around.

Lets face it. We can’t afford to sit still this session of Congress and let another
year go by without making structural reforms to the Program. Today, we only fo-
cused on one of them. Of course, we also need to add a prescription drug benefit
to the Program, modernize the existing benefit package, develop a more comprehen-
sive measure of Medicare’s solvency and bring many other needed changes to the
Program. The list of needed reforms is long and certainly not without controversy.

But our parents, our children, and all Americans are counting on us to strengthen
Medicare this year. We should not let them down.

Mr. Chairman, you are exploring an incredibly important subject today. This is
not a brand new issue, but its significance cannot be understated. We have high-
caliber witnesses appearing before us today. I hope they can provide us with some
guidance regarding how we can make an FEHBP model work for Medicare.

Thank you.

PREPARED STATEMENT OF HON. GENE GREEN, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF TEXAS

Thank you Mr. Chairman for holding this hearing today.
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The Medicare program is one of the most important social health care programs
in our country’s history.

Before Medicare was created in 1965, nearly half of seniors had no health insur-
ance, and one third were living in poverty.

Today, 97 percent of all seniors have health insurance, and the number of seniors
living in poverty has been cut by 60 percent.

This program is a guarantee that all seniors—who have worked their whole lives
to make this country great—have the health care they need in their golden years.

Whatever changes Congress makes to this program, we must make sure that we
do not undermine that basic principal of the Medicare system.

Unfortunately, some proposals—namely the ones modeled after the FEHBP—
would shift health care costs from the federal government to seniors.

There are several problems with modeling the Medicare system after the FEHBP.

First of all, comparing Medicare beneficiaries to FEHBP enrollees is like com-
paring apples to oranges.

Medicare beneficiaries are considerably older than FEHBP enrollees. As such,
Medicare beneficiaries have medical needs that are vastly different from individuals
in the FEHBP.

The average 75 year-old person has three chronic medical conditions and regularly
uses about five prescription drugs, as well as many over-the-counter remedies. In
many cases, older people are using 12 prescriptions or more at any given time.

More than one in four people at age 75 report at least one disabling condition.
By the age of 80, three out of four people report a disabling condition.

Age related social and psychological factors, such as retirement, widowhood, be-
reavement and isolation can compound the health care challenges for seniors.

The reality is that our elderly population is expensive to care for.

This is true for seniors across the country.

But if we moved to an FEHBP model, seniors would have different benefits and
different costs based on where they live.

Average Medicare spending varies greatly from region to region. In Louisiana, av-
erage Medicare spending is over $6200 a year, but in Oregon it is only $2600 per
year. Under some proposals, the differences in cost would be shouldered by the ben-
eficiary.

There is no guarantee that these plans would have to provide certain benefits or
services.

Coverage that is currently guaranteed under Medicare—such as diabetes testing
supplies and mammograms for breast cancer—would evaporate under this model.

This could create a situation where low income beneficiaries might be able to af-
ford lower cost plans that doesn’t provide the health care that they need.

Under this proposal, wealthier beneficiaries, however, would be able to afford
higher-cost, better quality plans.

This creates classes of health care—something I'm sure we all want to avoid.

Another problem with an FEHBP style model is that it leads to adverse risk selec-
tion.

Within the FEHBP, we have seen that the plans compete to attract lower-cost,
healthy individuals.

As a result, higher cost, sicker individuals wind up in the fee-for-service plan,
which is traditionally more expensive.

This places an increasing financial burden on individuals who are already sick
and vulnerable.

Mr. Chairman, as I mentioned earlier, the reality is that the elderly are an expen-
sive population to care for.

Converting Medicare to an FEHBP-styled model will do nothing to change that.

It would simply change who pays.

Thank you, and I yield back the balance of my time.

Mr. NORwWOOD. And now we would like to hear from our panel-
ists.

We have a very distinguished panel, and Mr. Jindal, if you would
begin, please. Pull the microphone close to you.



16

STATEMENTS OF HON. BOBBY P. JINDAL, ASSISTANT SEC-
RETARY FOR PLANNING AND EVALUATION, U.S. DEPART-
MENT OF HEALTH AND HUMAN SERVICES; MARILYN MOON,
SENIOR FELLOW, URBAN INSTITUTE; STUART M. BUTLER,
VICE PRESIDENT FOR DOMESTIC AND ECONOMIC POLICY
STUDIES, HERITAGE FOUNDATION; MAX RICHTMAN, EXECU-
TIVE VICE PRESIDENT, NATIONAL COMMITTEE TO PRE-
SERVE SOCIAL SECURITY AND MEDICARE; AND STEPHEN J.
deMONTMOLLIN, VICE PRESIDENT AND GENERAL COUNSEL,
AVMED HEALTH PLAN

Mr. JINDAL. Thank you, Mr. Chairman, Representative Brown,
and distinguished subcommittee members, I thank you for the invi-
tation and the opportunity to appear before the committee today.

I am delighted to have the opportunity to discuss the administra-
tion’s goal of giving Medicare beneficiaries reliable and attractive
health care options, and lessons that can be drawn from the Fed-
eral Employees Health Benefits Program about how to accomplish
that goal.

I also look forward to answering your questions. We believe that
it is critical for seniors to have these options, in addition to the op-
tion of staying in today’s fee for service Medicare plan, or choosing
a fee for service plan with an improved benefit package.

About 5 million seniors, including many with serious health
problems, choose to enroll in a private plan today and for good rea-
sons. Through these plans, Medicare beneficiaries can obtain drug
coverage, better preventive care, innovative disease management
programs, and other benefits even as they lower their out-of-pocket
costs.

Now, there has been a lot of discussion about the cost and the
benefits of Medicare+Choice plans, but I think it is important to
contrast these plans with fee-for-service, plus Medigap.

And as we know, over 90 percent of the beneficiaries have some
form of supplemental coverage, and I think it is important to look
at that bigger picture when making these comparisons.

As the members of this committee know all too well, however,
millions of Medicare beneficiaries have only one health plan avail-
able to them, the traditional fee for service plan.

And most seniors are only given one or two other options. In re-
cent years, flaws in the payment system for Medicare’s private
plans have forced many of these plans to reduce their benefits or
service areas, or withdraw from the program entirely.

And I think you will hear a little bit more about that as part of
the panel. While the benefits offered by the plans remaining still
provide a better deal for many seniors than fee-for-service
Medicare+Choice, an increasingly costly Medigap policy, millions of
seniors who prefer private plans have been made worse off as a re-
sult of these changes.

And without corrective legislation, this situation will only get
worse, and just at the time when rapid advances in care will make
it even more important for seniors to have these options.

By contrast, Members of Congress, administration officials, and
all other Federal employees, have long been able to choose from a
wide variety of health plans, including not just HMOs, but more
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ﬂexiblﬁz, preferred provider organizations and point of service plans
as well.

Indeed, the majority of the employees in the Federal Employees
Plan are actually in one of these two latter types of organizations
and not in HMOs.

This system allows each participant to choose the plan that best
meets their health care needs, and has given them access to inno-
vative benefits, as well as options for reducing their premiums and
health costs.

To quote the President, “Medicare beneficiaries should have the
same kind of reliable coverage options available to all Federal em-
ployees throughout the country, a system that has been proven to
provide one of the highest levels of satisfaction of any health care
program.”

Of course, Medicare’s failure to provide America’s seniors with
reliable health care options is just one of the ways in which the
program has lagged behind.

That is why the administration has also developed a framework
for strengthening Medicare to address the many threats to its abil-
ity to give seniors the health service they need now and into the
future.

At the same time, the President’s budget recognizes that it will
take several years to implement the comprehensive improvements
that Medicare needs, including a prescription drug benefit that has
been mentioned today, and a more equitable payment system for
private plans.

Therefore, the budget also proposes urgently needed steps that
should be incorporated in the Medicare legislation in order to sta-
bilize the Medicare+Choice program. These proposals would modify
the Medicare+Choice payment formula to better reflect actual
health care cost increases, allocate additional resources in 2003 to
counties that have only received minimum updates, and provide in-
centive payments for new types of plans to participate in
Medicare+Choice, including PPOs.

Together, these augmented payments would address the problem
of persistently low payment updates to most Medicare+Choice
plans, making more plan choices available and improving benefits
for millions of seniors.

Because these proposals would allow many plans to provide or to
at least maintain drug coverage in their benefit package, they also
provide another means of giving seniors prompt help with their
drug costs so that they do not have to wait for the full implementa-
tion of a drug benefit.

I have submitted my statement for the record, and it provides
additional details about these short-term proposals, and about how
the administration sees FEHBP as a useful example for Medicare
for providing reliable access to the kind of innovative health bene-
fits that so many seniors want and deserve.

In closing, just let me say that the President remains fully com-
mitted to working with Congress to pass legislation this year that
reflects his framework for strengthening Medicare.

He also believes that legislation should include several imme-
diate steps to help seniors, while longer term improvements are
being implemented so that Medicare legislation can provide help to
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seniors who need help now, and not just a few years down the
road.

I look forward to answering your questions and working with you
to put into place these important enhancements for Medicare bene-
ficiaries. Thank you, Mr. Chairman.

[The prepared statement of Hon. Bobby P. Jindal follows:]

PREPARED STATEMENT OF HON. BOBBY P. JINDAL, ASSISTANT SECRETARY FOR
PLANNING AND EVALUATION, DEPARTMENT OF HEALTH AND HUMAN SERVICES

Chairman Bilirakis, Representative Brown, distinguished Subcommittee members,
thank you for inviting me to appear before the Committee today. I am delighted to
have the opportunity to discuss the Administration’s goal of giving Medicare bene-
ficiaries reliable and attractive health plan options—and the lessons that can be
drawn from the Federal Employees Health Benefits Program about how to do so.
We believe it is critical for seniors to have these options, in addition to the option
in staying in today’s fee-for-service Medicare plan or choosing a fee-for-service plan
with an improved benefit package. About 5 million seniors, including many with se-
rious health problems, choose to enroll in a private plan today—and for good rea-
sons. Through these plans Medicare beneficiaries can obtain drug coverage, better
preventive care, innovative disease management programs and other benefits even
as they lower their out-of-pocket costs.

As the members of this committee know all too well, however, millions of Medi-
care beneficiaries have only one health plan available to them—the traditional fee-
for-service plan—and most seniors are given only one or two other options. And in
recent years, flaws in the payment system for Medicare’s private plans have forced
many of these plans to reduce their benefits or service areas or withdraw from the
program entirely. While the benefits offered by the plans that remain still provide
a better deal for many seniors than fee-for-service Medicare plus an increasingly
costly Medigap policy, millions of seniors who prefer private plans have been made
worse off as a result of these recent changes. And without corrective legislation this
situation will only get worse—just at the time when rapid advances in care will
make it even more important for seniors to have these options.

By contrast, Members of Congress, Administration officials, and all other Federal
employees have long been able to choose from a wide variety of health plans, includ-
ing not just HMOs but more flexible Preferred Provider Organizations and Point-
of-Service plans as well. This system allows each participant to choose the plan that
best meets their health needs and has given them access to innovative benefits as
well as options for reducing their premiums and health costs. To quote the Presi-
dent, “Medicare beneficiaries should have the same kind of reliable coverage options
available to all Federal employees throughout the country—a system that has been
proven to provide one of the highest levels of satisfaction of any health care pro-
gram.” Of course, Medicare’s failure to provide America’s seniors with reliable
health care options is just one of the ways in which the program has lagged behind.
That is why the Administration developed a framework for strengthening Medicare
to address the many threats to its ability to give seniors the health security they
need, now and into the future.

At the same time, the President’s budget recognizes that it will take several years
to implement the comprehensive improvements that Medicare needs, including a
prescription drug benefit and a more equitable payment system for private plans.
Therefore the Budget also proposes urgently needed steps that should be incor-
porated into Medicare legislation in order to stabilize the Medicare+Choice program.
These proposals would modify the Medicare+Choice payment formula to better re-
flect actual healthcare cost increases, allocate additional resources in 2003 to coun-
ties that have received only minimum updates, and provide incentive payments for
new types of plans to participate in Medicare+Choice, including PPOs. Together
these augmented payments would address the problem of persistently low payment
updates to most Medicare+Choice plans, making more plan choices available and
improving benefits for millions of seniors. Because these proposals would allow
many plans to provide or at least maintain drug coverage in their benefit package,
they also provide another means of giving seniors prompt help with their drug
costs—so that they do not have to wait for the full implementation of a drug benefit.
But before I provide additional details about these short-term proposals I would like
to explain how the Administration sees FEHBP as a useful example for Medicare
in providing reliable access to the kind of innovative health benefits that so many
seniors want and deserve.
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PROVIDING RELIABLE HEALTH INSURANCE OPTIONS FOR SENIORS

For more than 36 years, Medicare has been immensely successful in helping
America’s seniors achieve the promise of secure access to needed health care. During
that time, medical practice has improved dramatically, but the Medicare benefit
package and delivery system have not kept pace. Medicare’s lack of prescription
drug coverage is only one example of the ways in which the program has become
outdated. Medicare has also lagged behind the private sector in providing reliable
health insurance benefit options for beneficiaries that best meet the beneficiaries’
own circumstances and preferences. Like the Federal government, many state gov-
ernments and most large private employers help their employees get the care that
is best suited to their needs by offering them several health care plans, along with
unbiased and useful information that helps them choose the best one. But Medicare
has failed to provide America’s seniors with the same kind of reliable health care
options that every Federal employee has received for decades. For many bene-
ficiaries, particularly those in rural areas, Medicare offers only one insurance plan—
it is strictly one-size-fits-all. Previous legislation to address this problem, including
the establishment of the Medicare+Choice program, has not had the intended effect
of providing more reliable health insurance options for Medicare beneficiaries.

The effects of Medicare’s current shortcomings can be seen very clearly here in
our Nation’s capital (and in the figure below). Those of us who are Federal employ-
ees living in Washington, DC, have eleven different health plans to choose from, in-
cluding a variety of fee-for-service plans and health maintenance organizations
(HMOs). But our neighbors with Medicare coverage have only two choices—the tra-
ditional fee-for-service plan and a single HMO. This pattern occurs throughout the
country, in urban and rural areas alike. Park Rangers living in the most remote na-
tional forests, and postal workers in every neighborhood, have at least seven plan
choices. Overall, FEHBP provides health insurance coverage to 9 million workers
and their families through contracts with almost 180 insurers and health plans.

.. _FEDERAL EMPLOYEE PROGRAM PROVIDES MORE OPTIONS
NUMBER OF HEALTH PLAN OPTIONS IN WASHINGTON, DC

Medicare FEHBP

[mFee-for-Senice/PPO Plans M HMOs |

Private plans like those offered to Federal employees have long been the choice
of millions of Medicare beneficiaries because these plans allow beneficiaries to re-
ceive more up-to-date benefits than those available under traditional Medicare. Pri-
vate plans will be the preferred option for many seniors for several reasons:

» Private plans often have provided innovative new health benefits—including pre-
ventive care, prescription drug coverage, and dental services—without having to
wait for an act of Congress. Private plans also invented state-of-the-art coordi- nated
care for the many Medicare beneficiaries who have multiple or chronic health prob-
lems.

» Private plan options allow seniors to reduce or eliminate their co-payments and
deductibles so that their out-of-pocket payments are manageable—without hav- ing
to purchase a supplemental insurance policy that provide expensive “first dollar”
coverage.

» Private plan options give seniors more power. If they are not happy with the serv-
ice they are receiving, they can switch to a different plan. Competition is the best
way to make bureaucracies and health plans responsive—by giving cus-
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tomers the freedom to choose. Medicare beneficiaries should have the same op-
tions as working Americans.

For these reasons the President’s framework for strengthening Medicare includes
the principle that Medicare’s coverage should be improved to give beneficiaries the
same kind of reliable health care options and access to innovative benefits that all
Federal employees and many other Americans enjoy. As in the Federal employees’
program and other successful programs:

* Plans should be allowed to bid to provide Medicare’s required benefits at a com-
petitive price, and beneficiaries who elect a less costly option should be able to keep
most of the savings—so that a beneficiary may pay no premium at all.

e Medicare’s payment system should create a level playing field for all plans in
areas where private plans are paid less today and should continue to encourage pri-
vate plans to participate in areas where Medicare provides few choices.

* The improved choice system should give beneficiaries useful and timely compara-
tive information on the quality and total cost of all of their health care coverage
options. Administrative burdens on private plans should be reduced while pro-
tecting patients’ rights to allow good insurance plans to focus on providing reli- able,
hi%h—quality service for Medicare beneficiaries.

¢ In areas where a significant share of seniors choose to get their benefits through
private plans, the government’s share of Medicare costs should eventually re- flect
the average cost of providing Medicare’s required benefits in the private plans as
well as the government plan. Low-income seniors should continue to receive more
comprehensive support for their premiums and health care costs.

At the same time, many Medicare beneficiaries will prefer to stay in the govern-
ment-run, fee-for-service Medicare plan. The President’s framework preserves the
option of staying in the existing plan, with no changes, for seniors who prefer what
they have now. It also provides an improved government plan option with better
preventive coverage, better protection against the high costs of serious illnesses, and
more affordable Medigap coverage.

STRENGTHENING MEDICARE+CHOICE NOW

Clearly, a comprehensive set of improvements to Medicare will take time to imple-
ment. Such improvements must include giving all seniors the option of subsidized
prescription drug coverage. They must include giving all beneficiaries better options
to reduce their costs and obtain better benefits in a private plan. But because so
many beneficiaries value the benefits they obtain through Medicare+Choice—and
because it is so important to retain these options for the future so that seniors have
access to the valuable and innovative new benefits that private plans can provide—
we need to take steps now to encourage private plans to remain in Medicare until
the new payment system is phased in.

Medicare+Choice has enabled us to take advantage of private sector expertise to
give Medicare beneficiaries more services for their premiums, often with lower cost
sharing and more benefits than are available under traditional Medicare. It is im-
portant to recognize that these plans provide many benefits that are valuable to
seniors with serious and chronic health conditions. For example:

e A Medicare+Choice plan in Boston instituted a comprehensive disease manage-
ment program for its enrollees with diabetes. The result has been significant in-
creases in the share of enrollees who received annual retinal eye exams and are
monitored for diabetic nephropathy and substantial improvements in the manage-
ment of their Hemoglobin and cholesterol levels.
e A Medicare+Choice plan in Florida instituted a comprehensive disease manage-
ment program to monitor, facilitate, and coordinate care for enrollees stricken with
cancer. As a result, the number of acute hospital days per cancer case dropped by
about 15% over two years and the share of inpatient admissions for complications
with cancer has declined by 10 percent.
* Research has shown that individuals who receive after-care following hospital
stays for mental illness are more likely to be compliant with their treatment regi-
mens and less likely to be readmitted to the hospital. One Medicare+Choice plan
in New York instituted a case management program for those hospitalized for men-
tal health disorders and nearly doubled the share of its enrollees who received fol-
low-li}/i care within 7 daYs of their hospital discharge.
¢ A Medicare+Choice plan in California established a successful outreach program
to increase influenza vaccination rates among their elderly and chronically ill bene-
ficiaries in order to reduce mortality and morbidity among these at-risk populations.
s you know, the Medicare+Choice program has changed significantly in the last
several years. Hundreds of plans have left the program or reduced their service
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areas affecting hundreds of thousands of beneficiaries. In 2002, about 60 percent of
all Medicare beneficiaries have access to a Medicare+Choice option, compared to 74
percent in 1998. This year, more than 500,000 beneficiaries were impacted by orga-
nizations either withdrawing from the program or reducing their service areas.
Plans with both zero premiums and no significant beneficiary cost sharing have
largely disappeared. In addition, plans are less likely to offer drug coverage in their
basic plan and even when they do that coverage has become less generous. As a re-
sult, the share of enrollees with drug coverage in their basic plan declined from 84
percent in 1999 to 69 percent in 2001. This is because the annual increases in
Medicare+Choice payments in the counties where most enrollees live have failed to
reflect rising health care costs. Unfortunately, as a result, plans that wish to stay
in the program are left with two options: reducing supplemental benefits or increas-
ing beneficiary cost sharing.

In 2001, the Administration took a number of actions to reduce administrative
burden on Medicare+Choice plans so that they could focus on providing care to their
enrollees. Secretary Thompson and Administrator Scully have testified about these
administrative actions before this committee and the other committees of jurisdic-
tion. The Secretary’s regulatory reform initiative will also address the regulatory
burden on Medicare+Choice plans. As the Secretary asked when announcing this
initiative, “At the very time when we are trying to attract more managed care plans
to offer their services to Medicare beneficiaries, do we really need 854 pages of regu-
lations standing in the middle of the front door to the program?” Here the contrast
with FEHBP—where high levels of enrollee satisfaction have been achieved by con-
tracting with health plans to provide good options and using regulations only to the
extent necessary—is also striking.

But more must be done and that will require legislation. Despite our best efforts
to slow the number of plan withdrawals through administrative actions, it is appar-
ent that additional improvements need to be made to the Medicare+Choice program
to encourage more plan participation and greater beneficiary access to Medicare op-
tions. Simply put, the Medicare+Choice payment system must be more responsive
to the health care marketplace, so that the program can meet beneficiary needs. We
support a fairer payment system for private plans in Medicare because the current
payment system is causing many seniors to lose access to valuable benefits—and if
left uncorrected this problem will only get worse just as the need to keep up with
rapid advances in medical benefits is growing.

Congress has acted to increase funding for Medicare+Choice through legislation
in recent years, but much of the increase was targeted to so-called “floor” counties.
As a result, these counties have experienced cumulative average payment increases
of 50 percent over the last five years. Specifically, the floor payment amount, which
is the payment received in many rural areas, increased from $415 to $475 in 2001
and $500 in 2002.

However, payment increases for private plans have failed to stay anywhere close
to medical cost increases in many parts of the country—the so-called “non-floor”
counties that have accounted for the vast majority of Medicare+Choice enrollment.
Between 1998 and 2002, private plan payments in many of these areas increased
by just 11.5 percent while Medicare fee-for-service payments (government plan
costs) went up by about 17 percent nationwide—about 50 percent faster. This is the
reason many plans cite for having to cut benefits, raise copayments, and even pull
0}111t of the program-creating serious problems for the beneficiaries who depend on
them.

This year, the President’s budget focuses on increasing payments in these “non-
floor” counties. Under the budget proposal:

* For 2003, M+C payments would be increased by 6.5 percent in counties that re-
ceived the minimum update in 2002 and by overall Medicare growth minus 0.5 per-
cent in “floor” counties.

e For 2004 and 2005, the minimum update and floor rates would be increased by
overall Medicare growth minus 0.5 percent. The payment would be the greater of
these rates or a blended rate.

e Reforms to payments for private plans for 2006 and beyond would be part of the
comﬁ)rehensive improvements in Medicare envisioned in the President’s frame-
work.

The budget also proposes to give bonus payments to coordinated care plans that
are the first of their type (i.e. HMO or PPO) to enter a service area. During their
first year in a new service area, eligible plans would receive a 5 percent bonus on
top of their M+C per member per month payment. The bonus would phase out 1
percent per year over the plan’s first five years of operation. This proposal would
expand the number of health plan options available to Medicare+Choice enrollees
by broadening the variety of plans that participate in the Medicare+Choice program
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to include the types that beneficiaries want, and are available to Federal employees.
For example, this proposal would give preferred provider organizations (PPOs) an
incentive to enter service areas that already have a Medicare+Choice HMO.

We believe that the investments proposed in this budget will encourage new plans
to enter Medicare+Choice and will improve the coverage options available to mil-
lions of beneficiaries. Even with all the problems caused in recent years by the cur-
rent payment system, there are still over 5 million Medicare beneficiaries enrolled
in private plans—so for many seniors, private plans are the best option. Indicators
of care quality and enrollee satisfaction in these plans are high. And even after the
recent cutbacks in benefits, they can still be a better deal for seniors than enrolling
in traditional Medicare and buying an expensive supplemental policy to cover the
large benefit gaps.

CONCLUSION

The President remains fully committed to working with Congress to pass legisla-
tion this year that reflects his framework for strengthening Medicare. He also be-
lieves that legislation should include several immediate steps to help seniors while
longer-term improvements are being implemented—so that Medicare legislation can
provide help to seniors who need help now, not just a few years down the road. I
look forward to answering your questions and to working with you to put into place
these important enhancements for Medicare beneficiaries.

Mr. NorwooOD. Ms. Moon, you are now recognized, please,
Madam.

STATEMENT OF MARILYN MOON

Ms. MooN. Thank you. I appreciate the opportunity to be here
to speak to the committee, and in my testimony, I spend a consid-
elljlable amount of time talking about the value of competition and
choice.

I should indicate that I am a trained economist, and I believe
fairly in competition and choice, but I believe you also have to be
very careful about the market that you are dealing with.

And in the case of health care, the health care market puts up
a number of problems that make choice not necessarily work quite
as well. Most capitated programs that we see out there now have
not generated the innovative ways to organize care that many peo-
ple anticipated and hoped would happen in a capitated system.

But instead they have concentrated on doing the things that are
the easiest to do in the case of running a good program, and that
is enrolling healthy beneficiaries, and using relatively crude con-
trols on service use.

In fact, if you enroll healthy beneficiaries, you can look right to
those who enroll, because you are offering them terrific benefits,
and you are offering them good coverage. The problem is that it is
just not very good for society as a whole nor for the Medicare pro-
gram because you are skimming off the easiest to deal with pa-
tients in that setting.

Part of that occurs because we have moved from a capitated sys-
tem, and from a fee for service situation which does have problems,
to one in which we simply give people a fixed payment and say go
out and do good without a lot of oversight and control.

Competition then can lead to a number of problems for bene-
ficiaries, including instability in the case when plans leave, when
physicians leave the program, when other problems occur, which is
particularly a problem for the vulnerable beneficiaries and leaves
them at risk.

The choice of plans will also not offer many advantages for bene-
ficiaries, particularly since this election is a big problem out there
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and not one that we have dealt with. Mostly people talk about im-
proving risk selection have problems and adding a risk adjustor, in
terms of the promise of risk adjustment, as opposed to the practice.

Competition and choice can make it difficult to protect the social
insurance nature of the Medicare program. Now, if you look at
some of the practical issues in moving to an FEHBP type approach,
there are also a number of issues that I think should be considered
very carefully if you want to move in this direction.

First, I think it is important to emphasize that extra benefits, in-
cluding prescription drugs, cannot be provided without substantial
additional Federal resources. Flexibility in the payment system is
simply not going to do it in an environment in which we already
have an inadequate benefit package.

It is difficult to imagine, for example, what tradeoffs could be
done in a package of benefits that would compensate plans for pro-
viding prescription drug benefits if they have to then raise cost
sharing to a very high level, and other services in the program.

Rising costs have been a greater problem for FEHBP than Medi-
care as someone has already mentioned in recent years, likely be-
cause all of us are facing problems when we look at the health care
system and holding down costs, and managed care plans are cer-
tainly no exception.

Withdrawal of the plans from participation have also plagued
both Medicare and FEHBP. So I think it is hard to imagine that
we can solve some of the problems in the Medicare+Choice system
by simply moving to FEHBP.

And finally the costs of administering an FEHBP type system
could be high under Medicare because of the individual enrollment
nature of the program. You don’t have the backup of the Federal
Government with its personnel offices to help in many cases.

We would need to have greater oversight for vulnerable bene-
ficiaries, and a challenge of a much larger enrollee base, and a
more complicated enrollee base, both in terms of the health of the
enrollees, and in terms of the geographic variations, and the rural
area problems, versus folks who live in cities, and trying to deal
with that all under one rubric.

So I conclude with a number of next steps for modernizing Medi-
care. I strongly believe that we must add a prescription drug ben-
efit as a first step, and not a last step, in part because you cannot
have good fee for service, good managed care, or a good much of
anything else until you have prescription drugs in the benefit pack-
age.

Much more is needed to be done on risk adjustment and that is
the key if we want to move to more privatization, I believe. We
need to focus on improving fee for service, even if you offer a num-
ber of other plans.

Fee for service will remain very popular for Medicare bene-
ficiaries for the time to come, and I think there are innovative
ways from the private sector that you could layer on to the fee for
service part of Medicare in terms of coordination of care, for exam-
ple.

Don’t assume that privatization gives beneficiaries what they
want. They all say they like to have choice, but they mean choice
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of physicians and hospitals, and they are often very confused and
frustrated by the complications in the Medicare+Choice system.

And don’t assume that regulation and oversight will be simpler
with competition, because this is a population that needs a lot of
oversight and protections. I would urge the Congress to expand
that with an improved Medicare+Choice, because I do agree that
having a variation is good.

It is healthy for some competition between the public sector and
the private sector, but I think we should move slowly in this direc-
tion. And finally I think it is important to recognize that Medicare
will need more resources in order to be a viable program for the
future. Thank you.

[The prepared statement of Marilyn Moon follows:]

PREPARED STATEMENT OF MARILYN MOON, THE URBAN INSTITUTE

Supporters of using a Federal Employees Health Benefits Program (FEHBP)
model for reforming Medicare often tout three major advantages: competition that
will bring innovation and take the federal government out of the business of setting
prices, choice for beneficiaries selecting plans, and savings to the federal govern-
ment. Who could be against such a “mom and apple pie” proposal that achieves
these outcomes? After all, wouldn’t a private sector, capitalist approach be preferred
over a public program such as the current traditional Medicare fee for service sys-
tem? For a number of reasons, I argue that privatization of Medicare can be disad-
vantageous to beneficiaries of the program, failing to achieve all or most of these
advantages and creating additional risks. A go-slow approach to revising the role
of private plans in Medicare makes more sense than a rapid move to privatization.

In my testimony I examine the claims regarding advantages from the private sec-
tor and put them in the broader context of meeting beneficiaries’ needs. In addition
to looking at the issues surrounding the economic incentives that are the heart of
the argument for privatization, it is also useful to consider experience both with the
current Medicare+Choice program and the Federal Employees Health Benefits Pro-
gram (FEHBP). I conclude my testimony with a set of recommendations aimed at
protecting the interests of beneficiaries as Medicare evolves to meet Americans’ 21st
Century needs.

THE ELEMENTS OF AN FEHBP APPROACH

To resemble FEHBP, Medicare would have to change in a number of ways. Under
FEHBP, all plans compete for enrollees; they each offer premiums that vary and
some differences in deductibles, co-payments and other benefit characteristics. The
federal government pays a portion of the premiums according to a formula, where
the goal is to require that individuals who choose higher-cost plans pay a greater
monthly premium than those choosing lower-cost plans. The idea is to encourage
plans to compete on the basis of price and to give those enrolling a stake in choosing
less expensive plans. Individuals can change plans once a year during open season;
plans can also change their offerings at that time, if approved by the Office of Per-
sonnel Management.

While the various characteristics of a Medicare version of this approach could dif-
fer, proponents usually cite a number of components as key. Requiring that individ-
uals choose a plan (even those who wish to keep the traditional fee-for-service op-
tion) and pay more if its total premiums are higher than an average amount is in-
tended to make Medicare beneficiaries more sensitive to differences in health care
costs. Offering multiple plans in a geographic area, including managed care options,
is also usually part of such proposals for Medicare. The key is to use economic in-
centives to spur competition and choice for beneficiaries.

COMPETITION AND CHOICE

Competition and choice are so often cited as desirable, however, that what they
mean in the context of health care is rarely even discussed. Thus, it is useful to
consider if and why they might be desirable. First, the goal of competition is to raise
quality and reduce costs so as to attract customers. In theory, this indirect enforce-
ment mechanism should reduce the need for direct oversight and regulation in a
well-functioning market since competitors effectively police each other. Choice is a
related “good” because it allows the market to test for what consumers want and
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presumably, over time, products will change to more closely reflect consumer pref-
erences. Choice also allows for differences in competing products and, hence, avoids
the “one size fits all” approach that can result in a single product that no one likes.

Economic incentives can influence behavior in the healthcare market place just
as they can for other types of goods and services. But, the health care market does
entail unique problems and constraints that need to be taken into account. Further,
some traditional incentives may not be appropriate in light of other goals such as
societal concerns about access to care and the quality of basic care.

First, consider competition. The real issue facing Medicare’s future is not the theo-
retical attractiveness of competition, but what it means in practice for the delivery
of care. How does competition among private plans manifest itself? If we were deal-
ing with a very standardized product, competition should only affect the quality of
the product and its price. But when there is little standardization and few norms
for quality—as is the case in health care—quality bears little relationship to com-
petition. Furthermore, in neither Medicare+Choice nor FEHBP is competition fo-
cused exclusively on price. Offering alternative benefit packages is the major way
in which Medicare+Choice plans compete, and this idea underpins FEHBP’s struc-
%uredas well. It is hard to lower costs while allowing a number of options to be prof-
ered.

But when price is an issue, good competitors look around and seek the easiest
ways to hold down costs to lower their prices. In insurance plans, such as found in
Medicare+Choice, the easiest path to profitability is to attract a healthier than aver-
age mix of patients (unless there is a good payment system that provides incentives
to accept sicker patients). This happens not because plans are evil or cruel, but
rather because they must make a profit. By seeking healthier enrollees, they can
offer their clients a rich mix of services, do well by them and still make a profit.
This is good for the company and good for their clients. It is just not good for sicker
beneficiaries, for the Medicare program, nor for society as a whole because insur-
ance companies end up getting paid too much for the clients they serve. Can that
be altered? Creating a very strong risk adjustor could reduce, but probably not
eliminate, the incentives to skim the cream from the market. Further, the existing
risk adjustors are weak and progress on improving them has been very slow.

The second way that plans may be able to hold down costs is by obtaining dis-
counts from care providers. Further, supporters of competition often point to the
benefits of letting insurers deal with the many prices that need to be set to have
health care operate under the traditional Medicare program. Relying on private in-
surers does not solve that problem, however, but simply moves it to the plan level.
Micromanagement would be eliminated at the federal government level, but would
be alive and active within the insurance company.

One way or another, the health care market has to contend with administered or
negotiated prices. In the case of private plans, health care providers are now strik-
ing back with demands for higher fees. If plans enter into long, contentious negotia-
tions, the network of doctors and other care providers participating in a plan may
become smaller and less stable, an outcome that hurts consumers.

A competitive environment may also reduce stability for consumers and providers
in another way. As plans themselves move in and out of markets, some consumers
may lose access to their physicians and other providers and have to learn a new
set of rules if they go to another plan. These changes hurt the continuity of care.

Developing innovative and effective tools for reducing unnecessary care is often
well down the list of insurers’ preferred strategies to reduce the costs of covering
Medicare beneficiaries. In practice, such cost-controlling activities are hard to imple-
ment, especially for plans that consist of very loose networks of hospitals and doc-
tors. It requires considerable effort and resources to build an infrastructure to co-
ordinate care effectively. Some plans have used cruder methods—making it hard to
get appointments or routinely denying certain types of care—but this approach is
a far cry from good management and is one that has helped fuel the backlash
against managed care plans. Thus, one of the hopes for managed care—that it
would use new and innovative strategies to better curtail unnecessary service—has
not been achieved.

These limitations on competition mean that private plans can hold down the costs
of health care only modestly. Expectations by competition proponents that the sav-
ings achieved would be great enough to pay for substantial additional benefits at
little or no cost to either the government or beneficiaries has been one of the ration-
ales for supporting such an approach. But even if competition lowers costs some-
what from restricting provider choice and limiting care, savings may be insufficient
to pay for expensive benefits like prescription drugs. Given the barriers to competi-
tion (iln this market, the promise of substantial savings has been seriously over-
stated.
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What about choice in health insurance? Is this so important to consumers that
it justifies adopting a competitive, private market approach? Here it is important
to note that choice issues tend to be thought of in two very different ways. For those
enrolled in Medicare, choice is valued when it means the ability to pick one’s own
doctor or health care provider. To the health economist, choice usually refers to in-
viting competition by letting consumers choose among plans. But, the first type of
choice is often restricted by plans, which offer limited supplies of providers and no
guarantee that providers won’t change over the course of a year. That aspect of
choice thus offers a disadvantage to consumers.

Yet, one potential advantage of choice among plans would be to allow individuals
to seek policies that cover only the care that they believe they will need—for exam-
ple, by excluding certain services (such as home health care) or offering higher
deductibles and co-pays. But this flexibility creates a major problem since healthy
people can choose a plan with high deductibles or no home health care, most likely
putting them into a risk pool that does not attract those in poor health. And if high
and low users of health care are not in the same risk pools, then sicker beneficiaries
will have to choose among very high premiums costs or limited insurance coverage.
And particularly if the risk adjustor that sets payments to plans on behalf of indi-
viduals of varying health status is weak, it is essential to limit choice in order to
also limit risk selection.

As noted above, another major problem with giving consumers choice of benefits
is that it results in a different type of competition than price competition. Bene-
ficiaries would not necessarily choose the lowest cost plan under such a strategy.
If true competition were the goal, benefits would also be standardized to assure
greater comparability and price comparisons.

What does choice mean when benefits are standardized? Presumably individuals
would choose among plans with fixed benefit packages. But on what basis can they
make good choices? Plans are likely to advertise why they should be chosen, but
they may not provide very helpful information. And the information that people
really need, such as what different plans establish as “reasonable payment levels”
or define as “medical necessity,” is usually considered proprietary. But these seem-
ingly technical issues determine what services are actually covered. Even if this in-
formation were made available, it is very hard even for savvy consumers to compare
plans. Often, choosing the wrong plan becomes obvious only when the client be-
comes sick and needs care. Neutral advice and information from government can
help consumers choose, but will that be enough to improve health coverage? And
will the government invest in the dissemination of the objective data? Numerous
studies have documented the problems and discomfort that many beneficiaries expe-
rience in trying to make such choices.

For these reasons, I conclude there is little to be gained from expanding competi-
tion and choice for the beneficiary at the present. Competition does not offer a pan-
acea. People need to look beyond the buzzwords and weigh the tradeoffs. The risks
of dividing Medicare into the sick and the healthy in the name of competition and
choice are high. And the potential for undermining the basic goals of Medicare as
an entitlement program also argue against relying on private sector initiatives. As-
suring universal access to care for those who are eligible is an important precept
of Medicare. Splitting up the risk pool and relying on the private sector, which has
no stake in social goals, make it difficult to protect the program.

EXPERIENCE WITH MEDICARE+CHOICE

High quality plans seeking to serve patients well certainly exist, but
Medicare+Choice is a very troubled program. Medicare has, since the 1980s, for-
mally allowed beneficiaries to choose private plans (paid on a capitated basis) in-
stead of remaining in the traditional fee-for-service part of the program. In 1997,
the Balanced Budget Act (BBA) modified the private plan option to allow plans
other than health maintenance organizations (HMOs) to participate. The new option
was called Medicare+Choice.

The BBA also sought to reform the payment system, which costs Medicare more
for each enrollee than if they had remained in the traditional program. Serving a
healthier population and lacking an adequate structure for establishing payments,
Medicare overpaid its private plans for the cost of Medicare-covered services. But
the new payment system has not solved the problems of overpayment; rather, it has
created new ones.

Medicare’s rules require that if a plan is paid more than it costs to provide Medi-
care-covered services (and a normal profit), the plan must either return money to
the federal government or offer additional benefits to plan participants. Almost all
offer extra benefits; in fact, many plans believe that they must do so to attract en-
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rollees. Thus, even after several years of lower payments from the BBA changes,
the General Accounting Office found in 2000 that Medicare+Choice plans used 22
percent of their revenues to provide additional benefits beyond what is required by
Medicare. Further, Medicare’s benefit package is recognized as not very comprehen-
sive, making it difficult to manage care without covering other benefits such as pre-
scription drugs.

Although Medicare’s payments have been sufficient to pay for Medicare-covered
services, plans now have fewer dollars to offer extra benefits than before. Over the
past four years, as Medicare’s contributions to plans have become less generous,
extra benefits have been substantially reduced and plans have exited some markets.
Withdrawals have left hundreds of thousands of beneficiaries scrambling each year
to enroll elsewhere or to get Medigap coverage if they return to traditional Medi-
care. Further, plans with drug coverage have declined from 84 percent of all plans
in 1999 to 71 percent in 2002. And when drug coverage has been retained, stringent
caps have been applied or substantial premiums levied on the beneficiary. By 2002,
almost two-thirds of enrollees in M+C plans had either no drug coverage or coverage
limits of $500 or less.

Both plans and beneficiaries had come to expect the extra benefits that could be
offered under the pre-1997 payment levels, and the decline in benefits has dis-
appointed and disillusioned many beneficiaries. In that sense, plans are correct that
they are not paid enough to offer an “attractive” benefit package. Should extra fed-
eral dollars be used to assure such extra benefits in M+C but not in traditional
Medicare? The 86 percent of beneficiaries in traditional Medicare are unlikely to
favor such a policy change. But without further federal dollars, enrollment in
Medicare+Choice will likely decline further.

Are the problems noted here with Medicare likely to be present under any man-
aged competition arrangement, or are they peculiar to Medicare+Choice? Most like-
ly, many of the issues now facing Medicare+Choice will be present under any sys-
tem relying on private plans. In particular, adverse risk selection can affect any
managed competition arrangement that does not effectively adjust for population
differences. It takes only a small amount of risk selection to destabilize the Medi-
care program, if a large number of beneficiaries have known health problems since
their own choices may contribute to risk selection. The lack of reliable information
i)n choices and the absence of good coordinated care are also likely to remain prob-
ems.

The size and nature of the benefit package is also likely to plague Medicare in
the future unless the basic benefit package is improved. Since Medicare lacks pre-
scription drug coverage, payments to plans will not cover this expensive benefit,
even thought it is hard to imagine how managed care (or fee for service) can func-
tion without such coverage.

At the same time, the administered prices used in Medicare+Choice have create
some unique problems, including payments set unnecessarily high or low in re-
sponse to geographic differences in health care spending under fee for service. But
no new payment system has come along that promises to work any better.

Finally, regulatory reform and simplification could help to make a new Medicare
approach more attractive to potential participants. This overhaul needs to be carried
out in the context of recognizing the special vulnerabilities of some beneficiaries in
Medicare, however. There has not been an impartial assessment of the proper bal-
ance between beneficiary and provider interests.

BORROWING FROM FEHBP

The Federal Employees Health Benefits Plan has a number of problems of its own
that would likely carry over if it became the new template for Medicare. Perhaps
most important, the attractiveness of FEHBP in holding down the costs of care has
diminished considerably since the mid 1990s, when that approach enjoyed greater
success than Medicare. Since then, the rate of growth in spending on FEHBP has
been very high. Although results vary with the period examined, traditional fee-for-
service Medicare has done considerably better than FEHBP (see Figure 1). Further,
in the past several years, deductibles and co-payments required by both managed
care and PPO plans have risen substantially. These trends suggest that an FEHBP
model for Medicare cannot be expected to lead to improved benefits without sub-
stantially higher payments from the federal government.

For this reason, one of the few aspects of FEHBP that Medicare beneficiaries
would find appealing—prescription drug coverage—would not magically arise with-
out higher federal spending. The estimated cost of such a benefit (based on the aver-
age level of FEHBP coverage) would be $750 billion over ten years. Proponents of
an FEHBP-type system have argued that it is better not to have fixed benefits, as
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under Medicare, but rather to let benefit packages evolve over time. But if the
money is not there, benefits will not be there either. And Medicare’s benefit package
is not generous enough to allow much leeway for benefit package tradeoffs.

The troubling plan withdrawals that have plagued Medicare+Choice have also oc-
curred at nearly the same rate in the federal employees program. While FEHBP of-
fers more plans than M+C and plan participation in Medicare peaked later, the
withdrawal patterns look quite similar (Figure 2). Further, FEHBP has had risk se-
lection problems over the years. A number of the plans that offered more generous
benefits and fewer restrictions had to raise premiums so much that doing business
became impossible. Those plans pulled out of the market, requiring enrollees to
make new arrangements. Now, as a consequence, even though plans can offer vary-
ing benefits, all the packages tend to look a lot alike.

Some of the characteristics of FEHBP that would be new features for Medicare
may not be in beneficiaries’ interest, even if they work well for federal employees.
Many analysts have concluded that any major savings that could be achieved if
Medicare were revised using an FEHBP model would come from the differential in
the premiums charged, particularly for those who wish to remain in traditional fee-
for-service Medicare. If premiums for the fee-for-service option rise dramatically
over time and become harder to afford, as some expect, choice for many beneficiaries
would be reduced, not increased. Compared to federal employees in FEHBP, a much
higher proportion of Medicare beneficiaries are low income. Although special protec-
tions for low-income beneficiaries could be added, this would lead to an even more
complicated Medicare system, and even then, many needing help would not qualify.

A related factor is the cost of administration. An FEHBP-type model entailss ad-
ministrative costs both at the federal and plan level. The federal government would
need to oversee plan participation, enrollment, payment and quality of care. Insur-
ance offered to individuals includes substantial administrative costs to pay for mar-
keting and management. Unlike FEHBP, Medicare has no employer base to help
cover many of these functions. Thus, any savings generated by competition will be
at least partially offset by higher administrative costs.

And, in another way, an FEHBP model might not always work well with Medicare
and the population it serves. Under the FEHBP payment approach, plans negotiate
with the federal government for the premiums that they will charge. FEHBP, as an
employer-sponsored insurance program, resembles other insurance plans for work-
ers and gives FEHBP a benchmark for assessing the reasonableness of the pre-
miums. Since there is no full market for health insurance for people 65 and older
for the government to use to compare premiums, it will be difficult for negotiators
for Medicare to know what is reasonable in a given geographic area. Moreover,
Medicare covers 40 million people, at least one-third of whom have substantial
health problems. Sheer numbers and geographic variability make negotiation a
major challenge.

Geographic variation for Medicare is also much greater than under FEHBP. For
one thing, large numbers of beneficiaries reside in rural areas. Accordingly, concerns
about how high to set payment levels and whether viable competition can be fos-
tered in rural areas need attention.

Private plans would likely favor the less regulated environment of FEHBP. Any
new Medicare private plan option should reduce unnecessary regulation and control,
but it will still be important to keep plans accountable to both the government and
beneficiaries. Medicare beneficiaries do not have workplace benefit managers to help
resolve disputes with plans and vulnerable beneficiaries could be placed at consider-
able risk unless there is adequate oversight.

Considerable attention is needed to improve Medicare for the future. But switch-
ing to an FEHBP model offers neither a magic bullet nor a quick fix. Indeed, it
might create more problems than it solves.

NEXT STEPS IN MODERNIZING MEDICARE

Whatever the structure of reform, a number of modernization issues need to be
addressed:

* Add a prescription drug benefit as a first step. Prescription drugs are essen-
tial to the delivery of care, particularly in efforts to effectively manage care and
to prevent higher costs over time. Fee for service, competition and managed
care approaches cannot work if the benefit package lacks this crucial ingredient.

* Do more work on risk adjustment. Without a good mechanism for rewarding
insurers for taking sick patients, plans will continue to serve the healthy and
won’t focus on better ways to provide care to the most vulnerable beneficiaries.

* Improve fee for service. For a very long time to come, fee for service Medicare
will serve most beneficiaries. New and innovative ways of coordinating this care
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need to be found. The demonstrations under way are one positive step, but more
needs to be done on a small scale to compensate physicians and other current
care providers to do basic coordination of care.

Don’t assume that privatization gives beneficiaries what they want. The
complexity and confusion that arise from choice of plans annoys and frustrated
many older Americans. They do not respond well to price competition and they
do not want to rethink their insurance coverage every year. The one-third of all
beneficiaries in poor health especially need uninterrupted care.

Don’t assume that regulation and oversight will be simpler under an
FEHBP approach. The more flexibility and variability allowed by private
plans, the more important it will be to offer protections for vulnerable bene-
ficiaries. Geographic variation in availability of plans would likely mean dif-
ferent systems in place depending upon the level of competition that emerges.
And substantial resources would need to be devoted to improving education and
support for beneficiaries who must make choices.

Experiment with and improve Medicare+Choice. The payment system needs
to be reformed and adding drugs to the benefit package would add some re-
sources. But do not assume that private plans can do everything, particularly
until better risk adjustment is more than a promise.

Recognize that Medicare will need more resources. No reform can succeed
if too much pressure is placed on it to generate large savings. As an important
program serving one in every seven Americans, Medicare will soon serve one
in every five. We need to be willing as a society to provide for this vital pro-
gram’s future.
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Mr. NORWOOD. Mr. Butler, you are now recognized.

STATEMENT OF STUART M. BUTLER

Mr. BUTLER. Thank you, Mr. Chairman, for the opportunity to
testify on the FEHBP as a model for Medicare reform. As you
know, in recent years, there has been a good deal of interest in
Congress regarding the way in which FEHBP operates, and I share
the view that it provides important design lessons for reforming
Medicare.

In my remarks, I would like to highlight some important dif-
ferences between the FEHBP and the Medicare program, and then
suggest aspects of the FEHBP that Congress should consider as
part of the Medicare reform.

The FEHBP and Medicare are of course both run by the govern-
ment. FEHBP is not privatized any more than Medicare is
privatized, because it actually pays private doctors, and for many
years it incorporated private plans, many of which of course pro-
vide benefits that are unavailable in the fee-for-service sector.

But these two programs are run by the government in very dif-
ferent ways. For one thing, the FEHBP does not require plans to
offer a comprehensive standard benefits package. Instead the law
requires broad classes of benefits to be included.

And only under the Clinton administration did the government
add a significant number of required benefits, prompting I should
point out a number of plans to leave since 1996 which has been
mentioned.

And yet over the years the typical plan offered to enrollees has
kept up with a comprehensive plan in the private corporate sector.
There are two reasons for this. The first reason is that the plans
are forced by competitive pressure and consumer demand in the
FEHBP to keep improving their products.

All FEHBP plans contain drug benefits, drug coverage, and cata-
strophic protection, for instance. Not because they are required to,
but because customers would not select them if they did not con-
tain these common benefits.

The second reason for the range of excellent plans, however, is
that the Office of Personnel Management which runs the FEHBP,
negotiates benefits and premiums with the plans, as well as mar-
keting areas and other features of plans.

This process, which is also shaped by the realities of the market-
place, leads to a range of prices and plan benefits. What OPM does
not do in contrast to Medicare is to set down a detailed standard-
ized benefits package and provide a payment formula.

There are several other differences between the way in which
these two programs are run by the government, affecting such
things as information distribution and payment arrangements. I
discuss these in my written testimony.

But there is one final thing that I want to emphasize about
OPM’s role in the FEHBP. Unlike CMS, OPM does not directly
manage one of the competing plans. OPM does keep its focus on es-
tablishing the best possible system of information and plan choices
for beneficiaries.

How could the affected features of the FEHBP be applied to
Medicare. I believe in at least three ways which I would urge the



33

committee to consider. First, Congress could create a new Medicare
Board as several people have proposed.

This would be within HHS, and it would focus on the broad oper-
ation of Medicare, including such things as customer information
and the broad environment in which the managed care plans and
the fee-for-service program would compete.

But the board would not directly run the fee-for-service system
or any plan. That function would remain within CMS, which could
then focus more intensively on that task, and the CMS staff would
be given greater flexibility to run that part of the program.

Second, the Medicare board could be given powers to negotiate
the plans over premiums and services as OPM does with FEHBP
plans. This process would give Medicare far greater flexibility to
balance costs and service goals than is available to CMS today.

With so many plans and doctors pulling out of Medicare, I be-
lieve that Congress urgently needs to introduce more flexible nego-
tiating powers in this way. Third, Congress could consider a modi-
fied version of the FEHBP’s process of fostering gradual benefit
evolution.

I suggest two parallel steps. The first would be for Members of
Congress to try to get out of the business of trying to be experts
on medical procedures. You could do this by setting broad cat-
egories of required medical benefits for each plan, and perhaps a
minimum package of services, rather than legislating a detailed
comprehensive package.

Detailed benefits should be negotiated between a board that I
have proposed and the plans. The second step would be to create
an expert board or council charged with proposing each year refine-
ments to the basic package required in managed care plans, as well
as the more comprehensive benefits package offered by the tradi-
tional fee-for-service program.

This council or board could be given a budget and general guide-
lines by Congress, but its recommended revised package could only
be accepted or rejected by an up and down vote in Congress with
that amendment.

In this way the oversight and broad policy role of Congress would
be retained, but the Members of Congress would be able to avoid
becoming embroiled in the frustrating task of trying to determine
a detailed benefits package.

I have no doubt that the first proposed package from such a ben-
efits board would include a realistic drug benefit.

Mr. Chairman, the FEHBP is a remarkably successful Federal
health program.

It is successful because of the way that it is designed, and be-
cause of the way that OPM is permitted to run it. I would strongly
urge Congress to look very carefully at the central features of the
program as elements to include in the long term reform of Medi-
care. Thank you.

[The prepared statement of Stuart M. Butler follows:]

PREPARED STATEMENT OF STUART M. BUTLER, VICE PRESIDENT, DOMESTIC AND
Econowmic PoLicy STUDIES, THE HERITAGE FOUNDATION

My name is Stuart Butler. I am Vice President for Domestic and Economic Policy
Studies at The Heritage Foundation. I must stress, however, that the views I ex-
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press are entirely my own, and should not be construed as representing the position
of The Heritage Foundation.

It is wise of the Committee to explore the applicability of the Federal Employees
Health Benefits Program (FEHBP) as a model for reform of the Medicare program.
The FEHBP, which is run by the Office of Personnel Management (OPM) is an in-
teresting contrast to Medicare. Both are large health care programs run by the fed-
eral government. But there the similarity ends. The FEHBP is not experiencing the
severe financial problems faced by Medicare, and nor are there complaints that it
lacks important benefits, such as drug coverage. It is run by a very small bureauc-
racy, which, unlike Medicare’s staff, does not try to set prices for doctors and hos-
pitals. It offers choices of modern benefits and private plans to federal retirees (and
active workers) that are unavailable in Medicare. It provides comprehensive infor-
mation to enrollees. And it uses a completely different payment system, blending
a formula and negotiations.

It is time for Congress to examine closely the system they are enrolled in them-
selves and incorporate key features of the program into Medicare.

HOW THE FEHBP WORKS

Created by Congress in 1959, the FEHBP offers about 200 competing private
plans to active and retired Members of Congress and congressional staff, as well as
active and retired federal and postal workers and their families—altogether almost
9 million people. Enrollees in any location have a choice of several plans, including
national plans. The FEHBP population is by no means an ideal insurance pool. For
one thing, the average age of the FEHBP population of active employees is rising,
as is the proportion of higher-cost federal retirees in the program. In addition, plans
may not impose “waiting periods” or limitations or exclusions from coverage for pre-
existing medical conditions, nor can they base premiums on medical risk.

Federal workers and retirees can choose from a variety of health plans, ranging
from traditional fee for service plans to insurance plans sponsored by employee or-
ganizations or unions, to managed care plans. HMOs in FEHBP have benefits that
are especially attractive to the elderly, including catastrophic coverage and mental
health coverage. Almost all cover care in an “extended care facility,” some with no
dollar or day limits. And unlike Medicare, most FEHBP plans cover prescription
drugs and include a wide range of dental services. Furthermore, the elderly can
choose plans with specialized items, such as diabetic supplies.

How The Elderly Pick Plans. Each year, in preparation for the fall annual
“Open Season,” when retirees and regular employees pick plans for the following
year, OPM sends beneficiaries an FEHBP Guide, which includes a standardized
health plan comparison chart. There is also an excellent website that allows plan
comparisons to be made. Health plans also provide retirees with information on ben-
efits and premiums in a variety of ways, including advertising. Perhaps the most
valued consumer resource for federal employees and retirees is Checkbook’s Guide
to Health Insurance Plans for Federal Employees, published by a consumer organiza-
tion. The popular Guide compares plans, gives employees and retirees general ad-
vice on how to pick a plan, outlines plan features and special benefits, presents de-
tailed cost tables (including the out-of-pocket limits for catastrophic coverage), and
presents “customer satisfaction surveys” on the 